





We agree that size is the clearest indicator of systemic risk, and that enhanced prudential standards should
apply as the size of the bank’s assets increase. We note that the agencies have responded to congressional
supporters of S. 2155 who complained about arbitrary size demarcations, namely the $50 billion level for
enhanced supervision, by creating new arbitrary size demarcations.

The Agencies also propose to address specific financial institutions with an additional risk rubric. This
rubric consists of size, cross-jurisdictional (foreign) activity, reliance on short-term wholesale funding,
nonbank assets, and off-balance sheet exposures. Size is the first and most important indicator, based on
the premise that the failure or distress of larger institutions would harm the economy more than the failure
smaller ones. Cross-jurisdictional operations is the second most important indicator. A firm with sizeable
foreign operations that fails means that more than one national regulatory or bankruptcy regime applies.
The interests of the United States may differ than those of another country with issues such as the
payment to a financial firm’s creditors. The third factor is the financial firm’s reliance on short-term,
uninsured funding. The financial crisis revealed that many firms relied on overnight credit, such as
repurchase agreements, as a daily source of credit. When these firms began to falter, this credit
evaporated immediately. In addition, banking organizations that fund long-term assets with short-term
liabilities from financial intermediaries may need to rapidly sell less liquid assets to meet withdrawals and
maintain their operations in a time of stress. This can lead to fire sales, and depress prices not only at the
faltering firm, but across the financial sector. Finally, the agencies will look to the preponderance of non-
bank assets. This is a proxy for a bank’s complexity. Such activities interconnect the bank with other
financial firms, and firms outside the agencies supervisory purview.

We welcome all of these categories for examination. Ideally, banks seeking less oversight will be more
judicious about their foreign operations, reliance on short-term funding, and complex investments.

Liquidity
Our most serious concerns regard the proposed reduction in liquidity coverage ratios.

Liquidity refers to the ability sell assets quickly (without the need to discount the price) so as to cover
immediate obligations, such as an increase in depositor withdrawals. The financial crisis of 2008 revealed
that too many banks lacked both the capital (net worth) to remain solvent, and the liquidity to meet urgent
demands from customers. This led the Fed to provide funding across a broad range of firms. Strong
liquidity buffers subsequently adopted by regulators were designed to prevent such a bailout in the future.

Under the proposed rule, firms that hold assets between $100 billion and $250 billion in assets, which
currently face modest liquidity requirements, would no longer be required to meet the liquidity coverage
ratio” and the net stable funding ratio® Where the liquidity ratio addresses the level of easily sellable
assets, the net stable funding ratio addresses the reliability of sources that lend to banks. The Fed
estimates that this change would reduce the liquidity buffers at these banks by $34 billion. While we do
not support this change, we acknowledge that it reflects the congressional mandate in S. 2155.

But the agencies do not stop at the boundary of this law. Currently, firms with more than $250 billion in
assets must maintain liquid assets to cover 30 days of projected cash needs. The agencies propose to
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reduce the liquidity coverage ratio to between 70 and 85 percent of the current standard for banks
between $250 and $700 billion. This group of banks holds $1.5 trillion in assets. This would reduce
liquidity by $43 billion among this class of banks. * This expands beyond the congressional mandate,
which only addressed banks with less than $250 billion in assets. The agencies claim that they are
tailoring the requirements. But these requirements are already tailored for size, complexity and risk
profile. The current liquidity ratio was devised after careful analysis. The proposed relaxation includes no
economic justification.

There are, in fact, serious risks posed by this relaxation. The institutions in this class suffered significant
liquidity stress during the financial crisis. The FDIC and Fed provided funding support along with bailout
funds from TARP. From the FDIC alone, this class received more than $125 billion in liquidity support
from the FDIC’s Temporary Liquidity Guarantee Program alone.’

Washington Mutual (WaMu), generally a conservatively run lender, failed for a number of reasons, but
the proximate cause involved liquidity. Its mortgages were largely well underwritten; fewer than 20
percent covered houses where the outstanding balance of the mortgage was more than 80 percent of the
value of the house. When the secondary market for mortgages collapsed, WaMu was unable to generate
cash by selling its mortgages. After Lehman Brothers declared bankruptcy on September 15, 2008,
WaMu depositors panicked and began to demand their deposits.® With insufficient funds to meet these
depositor demands, the firm faced the threat of closure. The FDIC calculated that it would need to
advance from its deposit fund $42 billion to meet these customer demands, greater than the balance of the
fund itself.” In the end, JP Morgan acquired the firm--with government support—exacerbating another
problem, namely that banks have become too large to fail and to supervise.

The agencies fail to identify the benefit of reducing the liquidity rules. The Fed notes that the reduction in
the liquidity requirement will allow the banks to increase its investments in less liquid assets, which may
generate a “modest” increase in revenue. No specific increase is forecast. We believe that the unspecified
benefit in the face of a concrete cost does not justify this change. Moreover, bank investment in liquid
assets contributes to the economy, such as the purchase of US Treasuries used to finance infrastructure, or
corporate bonds that help fund the private sector. The banking sector has not suffered because the
liquidity rules. On the contrary, the banking sector has enjoyed escalating and record earnings. In the
latest FDIC Quarterly Banking Profile, the sector earned $62 billion, $14 billion or 30 percent more than
for the same period in the previous year.® Some of this reflected the new corporate tax cut. As Fed Gov.
Lael Brainard summarized, this reduction “comes at a time when large banks have comfortably achieved
the required buffers and are providing ample credit to the economy and enjoying robust profitability. . . .
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[There is] little benefit to the institutions or the system from the proposed reduction in core resilience that
could justify the increased risk to financial stability and the taxpayer.”™

We oppose the reduction in liquidity coverage ratio requirements.

Capital Requirements

The Fed also proposes to permit banks with between $250 billion and $700 billion in assets to ignore
rules that require their capital levels to reflect the unrealized losses and gains of certain securities. Capital
refers to the value of the firm’s assets less the value of its liabilities. Assets may include investments
whose values may change, such as from the time they were acquired. In some cases, this value may be
higher than the purchase price, in some cases, it may be lower. Leading to the financial crisis, firms
claimed to hold assets valued well beyond their true value. When some were forced to sell those assets to
meet urgent funding obligations, the reduced sale price revealed a banking sector woefully
undercapitalized. This undermined confidence in the banking sector’s funders, such as its bondholders
and other creditors.

To address this problem, the banking agencies finalized a rule in 2013 to make the nature of capital more
transparent. This required inclusion of unrealized gains and losses in an accounting called “accumulated
other comprehensive income” (AOCI). This serves as an early alert for problems. Eliminating this rule
would end this early alert. Not only would this mean that failures could be precipitous, but creditors may
be more concerned about lending to banks, and charge higher interest.

We oppose elimination of the AOCI accounting for this class of banks.

Stress Tests

The agencies also propose to reduce the frequency of stress testing. Regulators use “stress” tests to
examine how a bank would perform under certain adverse conditions, such as a decline in employment.
Ideally, a bank can remain solvent and liquid in periods of stress, and remain a robust lender to the
economy. Without frequent stress tests, the public and market will not have a current outlook of the
bank’s stability. With infrequent stress tests, banks may take unnecessary risks during the gaps between
tests, exacerbating their problems. Good times may lead to over confidence. In the years before the
financial crisis, few market observers predicted a precipitous decline. The stress tests represents a
discipline to prepare for such declines.'”

Congress left the frequency of stress tests to the discretion of the agencies in S. 2155. We believe the
agencies should maintain frequent stress tests and oppose the proposal to reduce them.
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